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NOWHERE  is  it  more  fully  realized  than  in  the 
financial  community,  how  difficult  are  the  many 
questions  with  which  you  are  beset,  and  how  in- 
telligently, assiduously  and  courageously  you  have  been 
working  to  lead  the  transportation  systems  of  the  country 
out  of  the  chaos  in  which  the  war  left  them. 

* * *■ 

The  Transportation  Act  has  made  it  mandatory  upon 
this  Commission  to  initiate,  modify,  establish  or  adjust 
rates  so  that  carriers,  in  groups  which  you  have  desig- 
nated, will,  under  honest,  efficient  and  economical  manage- 
ment and  reasonable  expenditures  for  maintenance  of  way, 
structures  and  equipment,  earn,  as  nearly  as  may  be,  a 
fair  return  upon  their  aggregate  value. 

For  the  period  to  end  March  1,  1922,  the  fair  return 
was  fixed  at  5%%  per  annum  with,  in  the  discretion  of  the 
Commission,  an  additional  %%  per  annum  to  be  applied 
to  capital  expenditures ; that  is,  not  to  be  used  for  pay- 
ment of  interest  on  indebtedness  or  dividends.  The  Com- 
mission is  now  required  by  law  to  determine  the  fair  rate 
of  return  after  March  1,  1922,  and  until  again  changed 
by  it. 

In  enacting  this  law,  Congress  omitted  to  provide  that 
the  shippers  of  the  country  should  furnish  the  traffic  neces- 
sary to  make  the  law  effective. 

The  mandatory  provisions  of  the  Act  violate  economic 
laws  in  so  far  as  they  require  rates  to  be  increased  in  times 
of  depression  when  there  is  a minimum  demand  for  trans- 


What  Railroad  Earning  Power 


portation  and  to  decrease  the  same  in  times  of  great 
prosperity,  when  the  demand  is  at  its  maximum. 

No  Guarantee,  Under  the  Law,  to  the  Railroads 

At  no  time  since  the  passage  of  the  Act  have  the  car- 
riers earned  the  permissive  return,  and,  contrary  to  the 
belief  held  by  many,  there  is  no  guarantee  whatsoever. 
The  Companies  are  to  earn  the  return  if  they  can,  but  if 
they  do  not,  the}'  are  not  even  permitted,  except  to  a 
limited  extent  and  for  special  purposes,  to  recoup  them- 
selves, out  of  earnings  in  excess  of  the  permissive  rate, 
earned  in  more  prosperous  times. 

Transportation  companies  are  subject  to  the  same  eco- 
nomic forces  as  any  other  business  endeavor;  they  will 
have  good  years  and  bad  years  and,  unless  they  have  a 
guarantee  (which  I do  not  favor),  they  must  he  permitted 
to  build  up  a substantial  surplus  in  the  good  years,  to 
enable  them  to  survive  in  times  of  depression. 

Only  thus  can  their  credit  be  stabilized,  so  that  they  will 
be  able  to  give  to  the  country  that  efficient  service,  with- 
out which  its  industrial  life  will  be  stifled. 

Because  the  railroads  perform  a great  public  service, 
investment  in  their  securities  should  be  encouraged  by  a 
return  at  least  as  large  and  if  possible  more  stable  than 
that  which  can  be  obtained  from  any  form  of  private 
investment  having  similar  risks  and  similar  opportunities. 

Investments  in  railroad  securities  are  in  competition  in 
the  world’s  markets  with  all  other  classes  of  investments 
and  it  is  utterly  impossible  to  interest  investors  in  rail- 
road securities  when  other  more  lucrative  and  equally  safe 
investments  are  offered.  This  is  simply  a natural  selec- 
tion between  opportunities. 

In  considering  the  rate  of  return  necessary  to  attract 
investment  funds  into  railroads,  it  does  not  avail  to  be 
guided  by  the  rate  at  which  old  outstanding  issues  of  un- 
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derlying  mortgage  bonds  are  selling  or  that  at  which  a 
very  limited  number  of  new  issues  of  some  of  the  few  still 
prosperous  companies  have  recently  been  sold. 

First  Mortgage  Bonds  a Thing  of  the  Fast 

To  all  intents  and  purposes,  first  mortgage  bonds  are  a 
thing  of  the  past.  The  large  additional  amounts  required 
hereafter  must  be  raised  by  junior  securities,  for  which 
the  obligation  itself  of  the  particular  company  will  be 
the  main  reliance,  and  by  the  sale  of  additional  preferred 
or  common  shares. 

It  is  many  years  since  any  new  issues  of  shares  have 
been  sold.  Few  companies  could  today  sell  any  large 
amount  of  common  stock  and  not  many  more  could  sell 
preferred  stock  and,  of  course,  these  are  those  companies 
that  have  the  least  need  of  new  capital. 

And  yet  if  our  transportation  system  is  to  be  enlarged 
and  improved,  if  outlying  sections  of  the  country  are  to 
have  railroads,  if  branch  lines  are  to  be  built  to  the  farm- 
ing districts,  to  factories  and  to  mines,  much  of  the  needed 
capital  should  be,  probably  will  have  to  be,  found  by  the 
issuance  of  new  shares. 

In  some  quarters  it  seems  to  be  expected  that  railroad 
companies  can  go  on  increasing  their  debt  forever  without 
increasing  the  equity  behind  it,  yet  how  generally  it  is 
understood  that  little  encouragement  would  be  given  to 
the  owner  of  a house  or  a factory  by  the  holder  of  his 
mortgage  if  he  suggested  that  the  mortgagee  should  in- 
crease his  loan  for  the  purpose  of  making  additions  and 
improvements,  without  the  owner  establishing  an  addi- 
tional equity  by  providing  say  one-third  of  the  new  money 
required. 

Investors  in  railroad  securities,  as  in  fact  in  any  securi- 
ties, do  not  consider  them  as  a class ; they  study  the  situ- 
ation of  the  particular  security  in  which  they  are  asked 
to  invest. 
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Why  Earnings  Must  Give  a Margin  of  Safety 

Unless  the  margin  of  earnings  is  sufficiently  ample  to 
safeguard  that  security  during  lean  periods,  the  security 
is  discriminated  against.  Some  railroad  common  shares 
yield,  at  current  prices  and  with  current  dividends,  about 
6%  and  others  as  high  as  9^%  per  annum,  all,  however, 
with  limited  markets. 

Permit  me  to  quote  from  the  circular  to  its  shareholders 
of  the  American  Telephone  and  Telegraph  Company.  This 
is  the  courageous  and  honest  statement  of  a Company  per- 
forming a great  public  service  in  a most  efficient  manner. 
It,  like  the  railroads,  must  be  in  a position  to  provide  addi- 
tional facilities  as  the  requirements  of  the  country  call  for 
them : 

At  its  meeting  on  March.  29,  1921,  the  Directors  of  the 
American  Telephone  & Telegraph  Company  authorized  the 
President  to  announce  its  decision  to  establish  9%  as  the 
regular  annual  rate  of  dividend  to  be  paid  upon  the  Com- 
pany’s shares'  beginning  with  the  dividend  payable  July 
15,  1921. 

In  accordance  with  this  action  the  following  announce- 
ment was  made  forthwith:  The  change  in  dividend  rate  is 

nothing  more  than  an  adjustment  to  a new  set  of  condi- 
tions. It  has  always  been  the  policy  of  the  Company  to  pay 
such  a dividend  as  would  maintain  the  market  value  of  the 
stock  at  a premium  sufficient  to  attract  subscription  to  new 
stock  issues. 

The  issue  of  a fair  proportion  of  new  capital  rather 
than  the  increase  of  debt  to  take  care  of  growth  is  a 
necessary  part  of  any  sound  financial  program. 

Before  the  War  the  8%  dividend  maintained  the  stock 
at  a satisfactory  premium.  The  War  period,  of  course, 
could  furnish  no  data  for  a program  of  which  permanency 
should  be  an  essential.  Since  the  War,  with  efficiency  and 
earnings  equivalent  to  pre-war  standard,  its  stock  is  bought 
and  sold  at  only  about  par.  Par  value  indicates  satisfactory 
absorption  of  the  present  issue,  but  no  demand  for  more  at. 
the  same  rate  of  return.  Stock  must  he  at  a premium  to 
indicate  a readiness  to  absorb  further  issues. 
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Not  only  present  financial  conditions  governing  the  status 
of  this  and  other  investment  securities  have  been  considered, 
but  also  the  probable  conditions  in  the  future,  and  the 
action  of  the  Directors  is  based  upon  the  conclusion  that  a 
higher  rate  of  return  is  necessary  to  attract  the  portion  of 
the  capital  which  must  come  from  the  shareholders  in  order 
that  extension  of  the  telephone  service  to  keep  pace  with  the 
growth  of  the  country  and  the  demands  of  the  public  may 
go  on. 

The  stock  of  this  company  is  now  selling  at  about 
118%,  at  which  it  yields  about  7%%  per  annum. 

In  determining  the  just  rate  of  return  upon  the  value 
of  railroads,  as  established  by  this  Commission,  much  con- 
sideration must  be  given  to  the  present  physical  condition 
of  the  companies’  roads  and  equipment,  and  the  conditions 
affecting  the  companies  during  and  since  Government 
operation. 

During  the  War  the  Government  recognized  the  neces- 
sity of  being  very  liberal  with  manufacturers  and  others 
engaged  in  providing  necessary  war  supplies.  All  such 
were  permitted  to  earn  large  profits,  the  Government  rely- 
ing upon  the  income  and  excess  profits  taxes  to  cover  part 
of  these  profits  into  the  Treasury.  But  all  those  engaged 
in  these  occupations  were  quite  properly  permitted,  and 
did  charge  off  out  of  profits  before  such  taxes  were  figured, 
large  amounts  for  the  depreciation  of  their  facilities  due 
to  the  excess  war  costs,  in  addition  to  the  customary 
charges  for  depreciation  and  depletion. 

These  industrial  concerns  were  thus  enabled  to  set 
aside  large  reserves  to  tide  over  the  difficult  times  which 
have  come  to  them  in  the  last  year.  Not  so,  unfortunate- 
ly, with  the  railroads. 

Let  me  read  to  you  the  words  of  former  Assistant  Sec- 
retary of  the  Treasury,  Hon.  R.  C.  LefBngwell,  in  a public 
address,  which  well  express  the  situation : 

There  was  no  reason  why  the  railroads  should  not  have 
been  made  to  pay  for  themselves  under  government  control. 
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It  was  characteristic  of  government’s  muddling  in  busi- 
ness that  the  government  waited  until  the  inflation  boom  was 
over  in  the  summer  of  1920  to  increase  railroad  rates. 
Higher  rates  during  the  inflation  period  would  have  been  a 
source  of  profit  to  the  railroads,  would  have  saved  the 
Federal  Treasury  from  all  outlay,  and  would  have  exercised 
a healthy  check  upon  the  inflation  itself. 

It  was  not  until  the  inflation  boom  was  over  and  the 
chance  for  the  railroads  to  make  money  out  of  high 
rates  disappeared,  that  the  government  increased  rates. 

The  rates  were  unproductive  of  revenue  because  the  busi- 
ness was  not  there.  Bailroad  rates  were  too  low  when  busi- 
ness was  booming  and  rates  and  wages  both  too  high  when 
business  was  falling. 

The  Basis  of  Railroad  Credit  is  Earning  Power 

The  credit  of  the  railroads  themselves  was  impaired  by 
running  them  at  a loss.  The  basis  of  railroad  credit  was,  of 
course,  their  earning  power.  The  investor  found  small  com- 
fort, against  the  actuality  of  railroad  deficits,  in  the  govern- 
ment’s guaranty,  which  he  knew  must  come  to  an  end.  Con- 
sequently, the  weaker  roads  could  not  borrow  at  all,  and 
except  from  the  Government,  the  stronger  could  borrow  only 
upon  exorbitant  terms,  and  none  whatever  could  sell  shares 
of  stock. 

While  the  Government  spent  great  sums  to  provide  other 
war  facilities,  all  capital  expenditures  on  the  railroads 
were  charged  to  the  companies.  In  particular,  there  were 
purchased  at  inflated  war  prices,  locomotives  and  cars 
costing  almost  $400,000,000,  which  could  today  be  pro- 
duced for  a much  lesser  amount,  and  from  which  the  rail- 
roads could  obtain  no  financial  benefit  until  after  the  close 
of  the  guaranty  period  soon  after  which  the  business  de- 
pression set  in.  No  part  of  this  cost  was  assumed  by  the 
Government  as  a war  cost  and,  therefore,  the  same  must 
be  borne  by  the  roads  and  passed  on  eventually  to  the 
public. 
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Railroads  Left  Weak  to  Face  Business  Depression 

These  conditions  have  resulted  in  the  railroads  being 
in  a poor  situation  to  meet  the  depression  which  ensued 
after  the  boom  period  following  the  armistice. 

In  order  to  maintain  their  solvency,  they  were  com- 
pelled to  reduce  maintenance  to  a minimum,  a policy 
which  would,  if  persisted  in  for  a longer  period,  place 
the  properties  in  such  a position  as  to  be  unable  to  meet 
the  requirements  of  Commerce  when  normal  conditions 
return. 

Not  alone  this,  but  the  absence  from  the  market  of  large 
purchases  by  railroads,  the  discharge  of  labor  employed 
in  railroad  maintenance,  and  in  the  production  of  railway 
supplies  further  greatly  depresses  business,  causes  much 
unemployment  in  other  lines,  and  results  in  an  endless 
chain  of  stagnation. 

The  railroads  collectively  use  in  normal  times  about 
28%  of  the  steel  capacity  of  the  country  and  large  per- 
centages of  the  capacity  of  other  fundamental  industries ; 
if  steel  mills  or  equipment  factories  are  either  shut  down 
or  reduced  to  part-time,  the  consequent  unemployment  and 
the  resulting  reduction  in  purchasing  power,  spread 
rapidly  through  the  country  and  there  ensues  a further 
reduction  in  railroad  earnings  and  the  necessity  for  still 
more  drastic  retrenchment. 

Full  consideration  of  the  conditions  affecting  railroads 
and  the  relations  of  investors  thereto,  some  of  which  I have 
endeavored  to  outline,  lead  conclusively  to  the  decision  that 

a liberal  return  on  the  value  of  the  railroads  is  essential, 
not  only  to  their  prosperity,  but  to  the  prosperity  of  the 
entire  country. 

No  figures  of  the  exact  division  of  railroad  securities 
between  bonds  and  shares  are  available  to  me.  The  per- 
centage of  shares  is  increased  by  the  fact  that  a consider- 


9 


What  Railroad  Earning  Power 


able  part  has  been  issued  in  reorganizations  in  which  bond- 
holders were  compelled  to  exchange  bonds  for  shares.  In 
order,  however,  to  be  ultra-conservative  with  our  figures, 
let  us  assume  that  two-thirds  of  the  value  of  the  proper- 
ties is  represented  by  bonds  and  only  one-third  by  shares. 

What  the  Railroads  Should  Be  Allowed  to  Earn 

The  average  net  cost  of  the  part  represented  by  bonds 
is  surely  5%,  probably  more.  The  part  represented  by 
stock  should,  in  view  of  no  profit  being  figured  in  this  cal- 
culation on  the  part  represented  by  bonds,  earn  a profit 
of  not  less  than  10%  to  allow  for  a fair  dividend,  certain 
capital  expenditures  and  a margin  of  safety  for  lean  years. 
This  would  make  a fair  return  on  the  entire  capital  value 
(not,  of  course,  capital  securities  outstanding)  6 2/3% 
per  annum. 

It  is  quite  impossible  to  fix  rates  which  would  bring 
this  return  under  anything  like  present  conditions.  No 
good  purpose  would  be  served  by  attempting  to  do  so. 
The  return  now  provided  by  the  Transportation  Act  is 
not  being  reached  even  with  present  reduced  expenditures 
for  maintenance.  An  increase  of  the  permissive  return 
can,  therefore,  be  left  to  future  consideration. 

On  the  other  hand,  any  indication  of  reducing  the  rate 
of  return  now  permitted,  in  the  face  of  the  fact  that  this 
rate  is  far  below  that  required  to  induce  investment  in 
junior  securities  and  shares  of  railroads,  and  far  below 
the  return  obtainable  from  other  forms  of  investment, 
would  alienate  whatever  confidence  remains  in  the  future 
of  our  railroads  and  their  securities. 

The  railroads  are  the  arteries  through  which  circulates 
the  life-blood  of  the  nation — transportation.  If  they  are 
neglected  so  that  they  contract  “arterio-sclerosis,”  the  in- 
dustrial body  of  the  country  may  suffer  a stroke  of 
apoplexy. 
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From  the  Cross-Examination 

Following  Mr.  Hanauer’s  statement,  quoted  above,  he 
was  subjected  to  cross-examination,  of  which  the  follow- 
ing is  taken  from  the  official  report: 

The  Relative  Attractiveness  of  Railroad  and  Other 
Investments 

Question  (by  Mr.  Clifford  Thorne) : Have  you  attempted 

to  make  any  analysis  of  the  relative  ability  of  the  railroads  to 
dispose  of  new  securities  compared  to  the  ability  of  other  in- 
dustries? What  is  the  test  in  your  judgment  of  the  relative 
credit  of  the  companies  engaged  in  any  line  of  industry? 

Answer:  THE  GREAT  TEST  TO  MY  MIND  IS  THE 

QUESTION  OF  STABILITY. 

A smaller  margin  of  profit  over  necessary  interest  and  divi- 
dends is  required  in  a company  which  has  great  stability  than 
one  which  fluctuates  greatly. 

Q.  The  fact  that  you  expressed  as  to  the  faith  of  the 
public  in  railroad  securities,  and  that  they  were  able  to  sell 
probably  on  better  terms  than  other  industrials  and  public 
utilities  generally,  is  still  true  -at  the  present  time,  is  it  not, 
as  tested  by  what  new  issues  have  been  issued  during  the  past 
year? 

A.  The  issues  which  have  been  sold  during  the  past  year 
have  been  primarily  for  refunding  purposes  or  for  the  financing 
of  equipment.  It  is  not  a fair  test,  for  this  reason;  that  the 
securities  which  have  been  sold  other  than  the  equipment  trust 
certificates  have  been  of  a few  very  high  grade  companies. 
THE  WEAKER  COMPANIES  HAVE  NOT  BEEN  ABLE 
TO  FINANCE  AT  ALL. 

Q.  Isn’t  the  same  thing  true  of  other  industries? 

A.  During  the  last  six  months  there  has  been  such  a defla- 
tion that  companies,  other  than  railroad  companies,  have  not 
needed  any  money.  Quite  the  contrary,  they  have  been  build- 
ing up  large  cash  balances  and  investing  them  in  liberty  bonds. 
I do  not  know  of  any  large  industrial  corporation  which  has 
come  to  us  in  recent  months  for  any  money,  but  I know  of  a 
great  many,  however,  who  have  come  to  us  and  asked  us  to 
invest  their  surplus  for  them. 
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Q.  During  the  past  six  months,  haven’t  the  new  issues  of 
railway  companies  been  marketed  on  as  good  or  better  terms 
than  the  new  issues  of  industrials  and  public  utilities,  general- 
ly speaking? 

A.  Yes,  there  is  no  doubt  about  that.  The  issues  of  railroad 
securities  which  have  been  made  during  the  last  six  months 
have  only  been  a handful,  and  of  very  strong  companies. 

Q.  Well,  whatever  you  say  in  regard  to  the  railroads,  is  it 
not  equally  true  of  the  industrials? 

Difference  Between  Financing  Railroads  and  Other 
Industries 

A.  Well,  Mr.  Thorne,  of  course  a great  many  of  the  industrial 
issues  are  debentures.  The  financing  of  industrial  corporations 
is  quite  different,  in  most  cases,  from  that  of  railroads  or  public 
utilities.  It  depends  very  largely  simply  upon  the  credit  of  the 
company,  because  in  most  cases  the  plants  are  not  sufficient  for 
very  large  amounts  of  financing.  The  rate  of  interest  makes 
comparatively  little  difference  to  an  industrial  corporation. 
Their  profits  just  absorb  those.  THERE  IS  NO  ATTEMPT 
TO  LIMIT  THEIR  RETURN  ON  THE  AMOUNT  OF 
MONEY  INVESTED,  and  whether  money  costs  them  6 per 
cent  in  a good  market  or  8 per  cent  in  a bad  market  makes  com- 
paratively little  difference  to  them.  It  goes  into  the  value  of 
their  product. 

With  railroads  it  is  being  attempted  to  do  AN  ENTIRELY 
DIFFERENT  THING.  Let  us  take  the  very  case  of  those  cars 
for  which  the  Government  itself  loaned  the  money  over  a period 
of  fifteen  years.  Leaving  aside  the  question  of  the  high  war 
cost  of  those  cars,  the  Government  has  charged  6 per  cent  to 
the  companies  for  this  loan,  and  in  addition  they  have  to  pay 
out  whatever  small  expenses  there  were  in  connection  with 
making  the  equipment  trusts,  and  so  forth.  Even  taking  the 
permissive  rate  and  calling  it  6 per  cent,  there  is  no  profit  there 
for  the  railroads. 

The  point  which  I would  like  to  make,  if  you  will  permit  me, 
is  this;  the  public  hasn’t  any  particular  interest  if  every  industrial 
corporation  is  successful.  That  is  a private  industry  and  if, 
through  bad  management  or  for  any  other  reason,  it  goes  under, 
the  public  is  not  particularly  interested. 
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IT  IS  ENTIRELY  DIFFERENT  WITH  THE  RAIL- 
ROADS. You  can  do  anything  that  the  Government  deems  wise 
that  should  be  done  to  the  railroads,  so  far  as  the  investment 
which  has  heretofore  been  made  is  concerned,  and  the  holder  of 
the  securities  of  railroads  would  be  helpless,  BUT  YOU  CAN- 
NOT MAKE  ANYBODY  COME  FORWARD  WITH  THE 
ADDITIONAL  MONEY  NECESSARY  TO  BUILD  UP  THIS 
COUNTRY. 

During  some  years  now  the  capacity  of  all  industries  in  this 
country  has  largely  increased.  THE  RAILROAD  FACILITIES 
HAVE  NOT  BEEN  INCREASED  IN  PROPORTION. 
THERE  HAS  BEEN  NO  INDUCEMENT  TO  DO  IT. 

If  we  ever  get — as  I hope  and  believe  we  will — not  only  nor- 
mal times,  but  good  times,  it  will  be  impossible  for  the  railroads, 
unless  additional  money  is  spent  on  them,  for  additional  facili- 
ties, additional  equipment,  TO  CARRY  THE  TRAFFIC 
WHEN  IT  COMES. 

You  cannot  wait  until  the  traffic  is  there  to  start  planning  for 
it,  and  leading  industrial  concerns  of  this  country  and  THE 
PEOPLE  OF  THIS  COUNTRY  WILL  BE  THE  ONES  TO 
SUFFER.  They  are  THEIR  railroad  transportation  systems, 
and  they  are  going  to  get  exactly  the  kind  of  service  they  are 
willing  to  pay  for. 

Q.  I was  merely  asking  the  question  are  they  not  today 
more  attractive  than  other  securities  generally  in  industrials 
and  public  utilities,  in  the  market  places?  Can’t  they  get 
money  on  better  terms,  generally  speaking? 

A.  They  can,  because  there  still  exists  some  of  the  old  faith, 
but  students  of  the  situation  are  beginning  to  feel  shaky  on  that 
subject,  because  they  realize  that  under  the  new  era  it  is  pro- 
posed that  railroads  cannot  earn  large  amounts  in  good  times 
and  in  bad  times  there  is  no  protection.  I should  have  said  that 
they  are  not  permitted  to  RETAIN  it  in  good  times. 

Q.  (By  Commissioner  Aitclvison) : Are  you  speaking  of 

Section  15-A  of  the  Transportation  Act  and  the  recapture 
provisions? 

A.  I am  speaking  of  the  whole  Act.  In  the  first  instance, 
they  say  that  a rate  shall  be  fixed.  There  is  no  assurance  the 
companies  will  earn  that  rate.  If,  however,  in  good  times  they 
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do  earn  more  than  the  return  fixed,  THEY  MAY  NOT  RE- 
TAIN IT  except  some  small  part  for  particular  purposes,  and 
that  the  loss  made  in  one  year  cannot  even  be  made  up  out  of 
excess  earnings  made  in  future  years. 

Q.  (By  Mr.  Thorne ) : I think  we  can  be  in  accord  about 

the  repeal  of  Section  15- A,  can  we  not! 

A.  I would  be  in  accord  with  the  repeal  of  that  Act  if  it  was 
made  clear  to  the  public  WHY  it  was  repealed.  I would  not  be 
in  favor  of  repealing  that  section  of  the  Act  and  giving  the  public 
the  impression  that  it  was  repealed  because  6 per  cent  had  been 
considered  an  excessive  rate,  but  if  it  was  repealed  with  the  pre- 
amble that  whereas 

Q.  It  was  fundamentally  uneconomic. 

A.  Fundamentally  uneconomic  TO  ATTEMPT  TO  LIMIT 
THE  EARNINGS  OF  A PROPERTY  IN  GOOD  TIMES 
without  guaranteeing  them  anything  in  poor  times,  then  I would 
be  heartily  in  favor  of  it.  I am  afraid  a great  part  of  the  public 
have  the  impression  that  there  is  a guaranty.  It  is  not  a guar- 
anty at  all.  It  is  simply  a permit. 

Q.  (By  Mr.  Fulbright,  representing  the  National  Industrial 
Traffic  League):  Mr.  Hanauer,  is  it  your  opinion  that  a pro- 
vision such  as  the  recapture  of  a proportion  of  the  earnings 
in  excess  of  6 per  cent,  and  a statutory  requirement  that  the 
earnings  that  are  retained  shall  be  used  for  certain  purposes, 
has  a restraining  influence  on  the  market  stability  of  railroad 
securities? 

A.  That  has  the  effect  of  limiting  the  earnings  in  good  times 
and,  of  course,  does  not  increase  them  in  bad  times.  Therefore, 
the  railroad  corporations  have  no  opportunity  to  build  up  re- 
serves in  good  times  to  take  care  of  them  in  lean  times. 

That  is  what  I meant  before  when  I said  that  what  was  needed 
was  stability.  In  other  words,  the  privilege  of  earning  as  much 
as  you  can,  under  the  regulations  made  by  this  Commission — 
and  I am  a believer  in  regulation  of  that  kind — but  assuming 
the  rates  have  been  fixed  every  company  must  be  permitted  to 
earn  as  much  as  they  can  under  those  conditions  by  efficient 
management,  by  economies,  by  intensive  work,  or  anything  else. 

Commissioner  Hall:  One  moment.  The  question  and  the 
answer  were  both  with  reference  specifically  to  securities. 
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What  Earnings  Must  Be  Permitted  to  Attract  Investors 

The  Witness:  I include,  of  course,  railway  shares  as  railway 
securities.  I stated  in  my  prepared  statement  if  railroads  are 
to  be  extended  in  this  country,  the  reliance  must  be  on  junior 
securities  and  on  shares.  There  are  no  more  first  mortgage 
bonds  available.  Therefore,  the  investor  will  expect  to  see 
behind  the  necessary  interest  on  the  junior  securities,  behind 
the  necessary  dividends  he  will  expect  to  get  on  his  shares,  a 
sufficient  margin  in  good  times  to  make  him  feel  that  in  poor 
times  he  is  protected. 

THE  PRESENT  LIMITATION  OF  EARNINGS  IS  NO 
INDUCEMENT  TO  ANYONE  TO  GO  AND  BUILD  RAIL- 
ROADS IN  THE  UNSETTLED  SECTIONS.  It  is  years  since 
there  has  been  large  railroad  building.  There  has  been  recently 
some  railroad  scrapping. 

Q.  {By  Mr.  Fulbright ) : Now,  Mr.  Hanauer,  if  I under- 

stand you  correctly,  it  is  your  opinion  that  such  a provision  as 
that  limitation  you  mention  would  have  the  effect  of  rather 
depressing  prices  of  railroad  securities,  and  particularly  is 
that  true  with  reference  to  shares  and  the  junior  issues  of  se- 
curities. That  is  correct,  is  it  not? 

A.  Yes,  it  would  affect  every  security.  Generally  speaking, 
the  repeal  of  the  recapture  provision  would  make  the  people  feel 
that  railroads  had  some  future.  Of  course,  in  the  limitation  of 
selling  shares  at  par,  which  I think  is  the  limitation  in  most 
States,  it  would  mean  that  you  could  not  sell  the  shares  at  once. 

Q.  Is  it  or  not  a fact  that  a reduction  in  the  maximum 
rate  of  taxes  on  corporations  has  had  quite  an  influence  in 
stimulating  the  price  of  railroad  securities  on  the  market? 
There  is  now  the  12%  per  cent  limit,  you  know,  effective  Jan- 
uary 1st  this  year  in  lieu  of  the  former  maximum  of  46  per 
cent  effective  last  year.  Now,  does  that  not  have  a good  in- 
fluence on  the  stimulating  of  the  price  of  securities,  by  stimu- 
lating investment  in  companies  that  may  invest  in  such  securi- 
ties? 

A.  The  reduction  in  taxes  on  corporations  has,  of  course, 
made  their  shares  more  attractive.  The  reduction  in  the  super- 
tax which  has,  however,  been  rather  small,  but  which  people 
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expect  to  be  further  reduced  later  on,  has  naturally  made  the 
investment  in  taxable  securities  more  attractive  than  heretofore. 

Q.  There  is  a certain  class  of  securities  which  you  have 
not  mentioned,  so-called  municipalities,  bonds  of  States,  po- 
litical subdivisions  of  States,  that  are  not  taxable.  The  fact 
that  they  are  tax  free  operates  to  deter  the  price  of  railroad 
securities  to  a certain  extent,  does  it  not? 

A.  The  fact  that  there  are  so  many  tax  exempt  securities  in 
the  market  has,  of  course,  had  a very  big  influence  and  has, 
in  fact,  changed  the  entire  method  of  selling  taxable  securities. 
Formerly  one  sold  large  blocks  of  railroad  and  other  taxable 
securities  to  savings  banks  which,  however,  can  only  buy  the 
underlying  bonds  under  very  strict  laws,  leaving  insurance  com- 
panies, however,  large  investors  and  estates  more  freedom. 
The  war  changed  all  that.  In  the  first  place,  there  has  been 
great  pressure  upon  some  of  these  corporations  to  place  money 
in  real  estate  mortgages  for  housing  purposes.  The  government 
required  these  companies,  or  it  was  required  by  the  various 
Liberty  Loan  committees  in  the  various  localities  that  these 
insurance  companies  should  buy  very  large  amounts  of  govern- 
ment bonds.  In  fact,  the  large  companies  borrowed  very,  very 
large  amounts — I believe  as  high  as  $60,000,000  apiece  at  one 
time,  to  buy  government  bonds  with.  Those  loans  had  to  be 
repaid  and  therefore  the  life  insurance  companies  were  out  of 
the  market  for  bonds  for  a long  time.  The  large  private  in- 
vestors and  the  estates  were  out  of  the  market  on  account  of 
the  tax  situation. 

Q.  That  has  not  been  remedied  very  much? 

A.  That  has  not  been  remedied  at  all,  because  the  slight  re- 
duction only  affects  a handful  of  people. 

That  has  necessitated — and  it  has  been  a very  good  thing  for 
the  country — an  intensive  selling  of  taxable  securities.  Where 
formerly  they  were  sold  to  comparatively  few,  now  they  are  sold 
to  many  hundreds  of  thousands,  literally.  That  makes  better 
placing,  but  it  is  more  expensive,  and  it  has  had  such  a benefi- 
cial influence  on  the  whole  situation  that  it  is  worth  the  addi- 
tional cost. 

Q.  (By  Mr.  Fulbright ):  If  there  was  an  elimination  of 

the  sur-tax  or  a deduction  to,  say,  12%  per  cent,  or  some 
similar  figure,  or  a smaller  figure  than  we  now  have,  on  the 
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interest  paid  on  railroad  securities,  would  that  not  put  them 
in  a much  better  condition  to  compete  in  the  open  market  with 
the  municipal  bonds? 

A.  It  would  bring  them  all  together.  Whether  it  would  re- 
duce the  price  at  which  municipals  were  selling  or  raise  the 
price  at  which  railroads  were  selling  would  depend  on  money 
conditions  and  investment  conditions  at  the  time  being.  It 
would  certainly  bring  them  nearer  together. 

Q.  Now,  during  1918,  you  testified  that  the  Government 
was  operating  the  railroads  at  a great  loss.  There  were  loose 
limitations  on  the  amount  of  profit  of  private  industry.  Now, 
is  it  not  a fact  that  also  during  1918  the  industries  which 
shipped  largely  over  the  railroads  paid  a very  large  percent- 
age of  that  saving  back  to  the  Government,  in  some  cases 
being  taxed  80  per  cent?  That  is  true,  is  it  not? 

A.  Oh,  that  is  absolutely  true,  but  that  was  all  put  into  the 
price  of  their  commodity,  some  of  which  the  railroads  had  to 
buy  at  those  high  prices,  besides  which,  before  figuring  the  net 
profit  on  which  they  pay  their  taxes,  they  were  particularly  per- 
mitted by  law  to  charge  off  certain  amounts  on  account  of  ex- 
cess costs  of  war  facilities. 

9 

Q.  Now,  when  was  the  Southern  Railway  6X,4  per  cent  issue 
offered  on  the  market,  the  $25,000,000  issue  just  recently?  It 
was  offered  yesterday,  was  it  not? 

A.  A few  days  ago. 

I notice  in  this  morning’s  paper  a report  that  it  was 
over-subscribed.  (Heading):  “Southern  Railway  bonds  were 

over-subscribed.  Shortly  after  the  banker’s  offering,  they 
closed  the  subscription.’’  Now,  it  is  true,  is  it  not,  that  at 
the  present  time  there  are  general  gains  in  railroad  bonds ; 
the  market  is  very  strong? 

A.  There  is  a great  gain  in  the  high-class  bonds.  The  South- 
ern Railway  Company,  with  which  I have  no  connection  what- 
ever, was  fortunate  that  through  its  bankers  the  public  had 
sufficient  faith  to  buy  this  large  block  of  junior  bonds,  but  the 
fact  that  this  money  cost  the  company,  as  near  as  I can  estimate, 
about  7^4  Per  cent  for  thirty-three  and  a half  years  speaks  for 
itself  as  to  what  return  is  necessary  to  make  it  possible  to  finance 
junior  securities. 
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How  Railroad  Securities  Reach  the  Ultimate  Investors 

The  fact  that  this  issue  was  subscribed  for  practically  over 
night  I would  also  like  to  explain,  because  it  is  a matter  which  is 
not  at  all  understood.  Securities  are  now  sold  by — in  the  first 
instance — offering  them  to  a very  large  number,  sometimes  five 
hundred,  sometimes  six  or  seven  hundred  dealers,  according 
to  the  size  of  the  issue,  all  over  the  country,  in  large  cities  and 
in  the  small  places. 

If  those  dealers  do  not  take  small  amounts,  ten,  twenty  or 
twenty-five  thousands  of  the  issue,  the  very  next  day  the  news- 
papers will  say  that  the  issue  has  lagged.  In  order  to  make  it  a 
success  it  is  quite  essential  that  this  first  placing  must  be  done 
in  about  twenty-four  hours. 

But  those  securities  have  not  been  “placed.”  THE  REAL 
WORK  THEN  COMMENCES.  Those  five  hundred  or  six 
hundred  or  seven  hundred  dealers  throughout  the  country  then 
proceed  to  sell  those  bonds  to  investors. 

In  the  meantime  the  issuing  house  sometimes  has  to  buy  back 
a very  considerable  amount  of  bonds  which  may  come  back  on 
the  market  three  days  afterwards  or  a week  afterwards  or  two 
weeks  afterwards.  Some  investor  may  find  that  he  has  discov- 
ered something  more  attractive,  or  the  money  which  he  expected 
has  not  materialized,  and  financial  conditions  may  change,  and 
there  is  a continual  dealing  in  those  securities,  and  very  often 
a considerable  part  of  the  profit  which  was  originally  antici- 
pated has  been  used  up  in  commissions  and  sometimes  in  losses 
in  buying  back  securities  and  reselling  them  again  to  other 
dealers  or  other  investors  where  other  commissions  are  again 
payable.  This  is  a very  expensive  operation. 

The  dealers  have  salesmen  on  the  road.  The  business  of  sell- 
ing securities  has  gotten  to  be  similar  to  practically  any  other 
merchandising  business.  The  issuing  house  takes  the  first 
original  risk;  then  they  form  a syndicate  which  takes  the  entire 
issue  and  then  the  dealers  go  out  all  over  the  country  selling 
those  bonds,  and  the  fact  that  it  was  stated  that  those  issues 
were  sold  in  twenty-four  hours  does  not  mean  anything  at  all. 
It  means  that  the  first  distribution  has  been  accomplished. 

Q.  {By  Mr.  Fulbright ) : Now,  this  same  statement  said  the 

influence  of  that  was  quite  pronounced  on  the  various  weak 
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railway  obligations,  all  of  which,  were  strong  in  active  trading. 

I am  just  trying  to  get  from  you  the  present  market  tendency 
of  these  railway  bonds. 

A.  If  you  will  permit  me  to  say  so,  the  influence  which  made 
general  railway  securities  a little  more  active  on  that  day  was 
not  the  fact  that  there  was  an  additional  supply,  but  the  fact 
that  this  Commission  had  taken  a very  broad  view  and  arranged 
for  an  extension  for  five  years  of  the  loan  of  the  Chicago,  Mil- 
waukee & St.  Paul. 

Q.  On  day  before  yesterday,  Louisville  & Nashville  reached 
a new  high  record. 

A.  That  is  a very  high  grade  bond  that  cannot  be  com- 
pared with  junior  securities.  It  is  a savings  bank  bond  under 
the  strict  laws  of  New  York. 

Q.  Last  year  when  securities  were  being  issued  at  the 
highest  rates  known,  the  Great  Northern  issued  some  fifteen 
year  7 per  cent  bonds. 

A.  Yes,  sir. 

Q.  Those  were  equipment  obligations,  were  they  not? 

A.  No,  sir.  They  were  sold  as  a part  of  the  transaction  to 
refund  $215,000,000  of  the  C.  B.  & Q.  joint  4’s. 

Q.  What  were  they  sold  at  originally  when  they  were  first 
offered? 

A.  You  probably  have  the  record.  I have  forgotten.  That 
was  the  most  wonderful  operation  ever  heard  of  in  railroad 
securities  in  the  United  States.  It  was  not  at  a very  good  time. 
It  was  a larger  amount  of  railroad  securities  than  had  ever  been 
attempted  to  be  issued  at  any  one  time.  I can  praise  it  because 
I had  nothing  to  do  with  it.  There  were  $215,000,000  of  bonds 
maturing,  for  half  of  which  the  Northern  Pacific  and  for  half  of 
which  the  Great  Northern  was  responsible.  The  question  arose 
as  to  how  this  tremendous  amount  could  be  financed.  It  was 
necessary  to  sell  $230,000,000  of  bonds  in  order  to  pay  these 
obligations. 

A very  clever  method  was  pursued.  A new  bond  was  offered, 
a fifteen-year  6%  per  cent  of  the  joint  properties,  with  a right 
to  the  holder  of  the  new  bond  to  choose  either,  any  time,  the 
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Northern  Pacific  6 per  cent  bond  or  the  short  term  Great 
Northern  7 per  cent  bond  to  which  you  have  just  referred.  That 
enabled  them  to  appeal  to  all  kinds  of  investors. 

The  joint  obligation,  being  secured  by  shares  of  stock,  was 
not  a legal  investment  for  life  insurance  companies  in  the  State 
of  New  York  who  held  many  millions  of  the  maturing  joint  4 
per  cent  bonds.  Therefore,  in  order  to  invite  or  to  be  able  to 
induce  the  large  insurance  companies  to  exchange  some  or  all 
of  those  bonds  it  was  necessary  to  make  something  which  was 
legal,  and  the  Great  Northern  bonds  were  legal  for  that  purpose. 
The  Northern  Pacific  bonds  were  not  only  legal  for  that  pur- 
pose, but  I believe  also  as  a savings  bank  investment.  It  ap- 
pealed to  all  kinds  of  investors. 

The  Great  Northern  bonds  turned  out  to  be  the  more  attrac- 
tive, and  I believe  one-half  of  the  entire  issue  has  been  ex- 
changed for  the  Great  Northern  7’s  and  the  remaining  half  now 
have  the  privilege,  so  far  as  they  have  not  already  been  ex- 
changed, to  exchange  them  for  the  Northern  Pacific  6’s. 

Q.  Can  you  name  any  other  industry  in  which  there  are  as 
many  available  bonds  that  are  bringing  par  and  above  as  there 
are  in  the  railroad  industry? 

A.  I think  I could,  but  I would  not  consider  that  that  meant 
very  much,  because  IN  THE  PAST  the  railroads  have  been  able 
to  finance  at  very  low  rates,  which  means  that  their  bonds  would 
be  selling  at  a discount. 

I think  that  in  response  to  your  question,  if  you  will  permit 
me,  I will  read  something  that  I wrote  about  ten  days  ago, 
which  would  be  just  what  you  want,  I think.  (Reading) : 

“The  phenomenal  demand  for  bonds  has  been  due  chiefly 
to  purchases  by  hundreds  of  thousands  of  small  investors, 
the  large  purchasers  not  having  been  greatly  in  evidence. 
This  extraordinarily  broad  demand  has  advanced  prices  to 
such  an  extent  that  the  income  yield  on  high  class  railway 
bonds  has,  since  January,  1921,  declined  not  less  than  one 
half  of  one  per  cent  per  annum;  there  has  been  a still 
greater  increase  in  the  yield  from  good  industrial  and  pub- 
lic utility  bonds,  and  a decrease  of  one  to  one  and  one  half 
per  cent  in  the  yield  from  foreign  government  bonds  with 
only  a few  exceptions.  Since  last  summer  succeeding  bond 
issues  have  been  brought  out  at  an  advancing  price  and 
have  been  immediately  absorbed.” 
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Q.  (By  Mr.  Thorne)  : Has  most  of  that  decline  occurred 

since  around  the  peak  of  the  prices  of  last  May? 

A.  Most  of  that  decline  has  come  since  about  August.  About 
mid-summer  the  bond  market  started  to  be  very  good.  When 
you  consider  the  rates  which  railroads  have  to  pay  for  money 
now,  you  must  take  into  consideration  that  it  is  the  best  bond 
market  that  I have  experienced.  There  is  an  excellent  bond 
market  today. 

Why  Business  Depression  Has  Given  Industry  Large 
Cash  Balances 

Q.  (By  Mr.  Dow ) : Now,  you  made  some  reference  to  the 

building  up  of  large  cash  balances  in  1921.  Did  you  intend 
to  leave  the  impression  that  industrial  corporations  were  doing 
that  generally  in  1921? 

A.  There  is  no  such  thing  as  “generally.”  They  are  not 
doing  it  voluntarily,  either.  A great  many  of  the  industrial  cor- 
porations, through  the  depression  in  business — not  through 
great  profits — find  that  they  have  excess  working  capital,  which 
has  permitted  most  of  them  to  pay  off  loans  in  the  banks,  and 
those  who  have  been  able  to  pay  off  loans  in  the  banks  have,  in 
some  instances,  surplus  funds  which  they  either  leave  in  the 
banks  or  invest  in  Government  short-time  certificates.  There 
is  a very  large  demand  for  Government  short-time  certificates, 
and  they  are  bought  in  large  part  as  temporary  investments  for 
surplus  funds  of  corporations,  including  industrial  corporations. 

Q.  I was  sure  you  did  not  want  to  leave  the  Impression  that 
industrial  concerns  had  been  piling  up  large  surpluses? 

A.  I certainly  do  not  want  to  leave  the  impression  that  the 
industrial  corporations  have  had  a very  profitable  1921.  In  fact, 
I want  to  leave  the  impression  that  it  is  due  largely  to  the  de- 
pression of  business. 

Q.  In  connection  with  inventory  losses,  is  it  or  is  it  not 
the  fact  that  some  industrial  concerns  which  made  very  large 
profits  during  the  war  are  actually  worse  off  at  the  present  time 
than  they  were  when  they  went  into  the  war? 

A.  Absolutely  correct. 
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Q.  In  other  words,  to  leave  the  picture  of  industry  as  hav- 
ing made  great  profits  during  the  war  and  being  in  position 
to  stand  a period  of  depression,  whereas  the  railroads  were 
held  down  in  their  income  during  that  period,  would  not  be 
quite  fair  to  industry,  would  it? 

A.  Yes,  sir;  it  would  be  entirely  fair  to  industry.  I grant 
that  a great  many  of  the  large  corporations  are  in  very  poor 
condition;  but,  if  they  had  not  been  permitted  to  earn  these 
large  profits  during  the  war,  they  would  still  have  substantially 
the  same  losses  in  their  inventories.  They  would  be  in  the 
hands  of  receivers,  instead  of  just  doing  poorly  or  having  to 
pass  dividends  or  reduce  them. 

Q.  You  mean  that,  if  their  profits  had  not  resulted  from 
the  inventories,  the  deflation  would  have  occurred  just  the 
same  ? 

A.  No.  I am  talking  about  facts,  and  not  what  would  have 
happened.  The  inflation  did  occur. 

Q.  And  that  was  one  explanation  of  their  profits,  was  it 
not? 

A.  Yes,  sir;  just  as  the  deflation  was  an  explanation  of  their 
losses.  I am  not  criticising  industrial  corporations,  but  I would 
like  to  be  permitted  to  point  out  I am  not  only  interested  in 
railroads,  but  at  least  to  a certain  extent  in  industrial  corpora- 
tions. I am  a director  in  some  of  them.  They  have  certainly 
had  their  troubles,  as  pointed  out  in  my  statement. 

I am  only  pointing  out  that  the  railroads  were  having  the 
same  troubles  that  the  industrial  corporations  were,  who  were 
permitted  to  make  profits,  compelled  to  pay  taxes,  and  then 
allowed,  within  reason,  to  charge  off  certain  things  to  those 
profits,  and  that  has  enabled  them  to  withstand  the  depres- 
sion which  has  come  to  them,  as  it  has  to  others,  much  better 
than  they  could  otherwise. 


Financial  Stability  the  Great  Need  of  the  Railroads 

Q.  Just  one  other  subject:  Under  present  circumstances, 

the  railroads  are  not  earning  the  return  upon  value  found  by 
the  Commission  as  contemplated  in  the  Act;  are  they? 


A.  No. 
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Q.  You  would  not  increase  the  rates  to  bring  about  a higher 
return  under  present  circumstances.  Would  you  reduce  them? 

A.  I would  not  raise  them,  and  I would  not  reduce  them. 
I would  give  the  railroads  of  this  country  a fair  opportunity, 
for  a long  enough  period,  to  find  out  whether  under  normal 
conditions  they  can  live  on  these  rates. 

What  the  railroads  need  and  what,  in  my  opinion,  the  whole 
country  needs  is  stability.  As  far  as  I might  happen  to  be 
associated  with  a large  corporation,  I would  want  to  know,  in 
dealing  with  a basic  industry,  that  the  freight  on  my  raw  mate- 
rial that  comes  in  to  me  in  six  months  from  now  on  an  order 
I am  taking  today,  or  figuring  on  today,  will  cost  me  a definite 
sum  of  money,  and  that  my  finished  product  is  going  to  cost 
me  a definite  amount  of  money.  I do  not  want  to  have  to  worry 
that  railroad  rates  may  be  changed  by  that  time. 

What  we  need  is  stability  for  long  enough  to  try  it  out  under 
normal  conditions. 

Q.  Does  that  stability  exist  with  reference  to  prices  gen- 
erally? 

A.  Yes,  decidedly.  You  can  go  to  practically  any  industrial 
company  and  get  them  to  make  you  a price  for  delivery  in  six 
or  eight  months.  As  a matter  of  fact,  they  all  do  it. 

Q.  That  is  true,  but  those  prices  have  been  deflated  to  a 
very  material  extent? 

A.  The  price  for  raw  materials,  I would  say,  has  been  deflated 
to  a very  considerable  extent.  I would  not  say  that  the  price 
for  the  finished  article  has  been  deflated  proportionately  at  all; 
and  that  is  quite  natural,  because  the  manufactured  product  has 
so  large  a factor  of  the  cost  of  labor  in  it  that,  until  that  is 
reflected — and  that  is  a very  gradual  process— there  cannot  be  a 
great  deflation  in  the  prices  of  commodities. 

Q.  Is  there  not,  in  your  judgment,  some  relation  between 
the  price  of  transportation  and  the  price  of  commodities  gen- 
erally, irrespective  of  how  much  is  earned  or  how  little  is 
earned'  on  the  investment? 

A.  Speaking  generally,  and  not  of  a specific  instance,  I do 
not  think  it  has  anything  to  do  with  it,  as  long  as  a man  can 
figure  in  advance  what  it  is  going  to  cost  him. 
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And  it  is  much  better  for  the  whole  country  if  they  have  rail- 
roads which  can  give  them  service.  Everyone  knows  that  in 
times  of  good  business  there  is  not  a manufacturer  who  would 
not  pay  extra  if  he  could  get  his  car  right  away,  load  it  and 
deliver  it  and  get  his  money  right  away.  He  is  losing  interest 
and  the  use  of  his  capital  all  the  time. 

What  Income  the  Railroads  Will  Need  If  They  Are  to 

Expand 

Q.  (By  Commissioner  Lewis ) : Mr.  Hanauer,  there  is 

evidence  in  the  testimony  that  there  is  need  of  all  the  way 
from  $856,000,000  to  $900,000,000  of  new  capital  to  meet  the 
railroad  requirements  and  traffic  demands  of  the  country  every 
year.  To  what  extent  in  the  year  1921  will  the  railroads  of 
the  country  call  on  investors  for  capital? 

A.  Will  you  permit  me  to  read  what  I have  also  written  in 
this  statement  on  that  very  subject,  just  to  refresh  my  memory? 
(Reading) : 

“Last  year  brought  about  very  extensive  financing  for  rail- 
roads, industrial  corporations,  states,  municipalities  and  for- 
eign governments.  The  financing  for  railroads,  however, 
was  largely  in  the  nature  of  refunding  operations. 

“The  decline  in  business  and  in  the  value  of  commodities 
has  permitted  large  manufacturing  and  industrial  corpora- 
tions to  liquidate  their  inventories  quite  drastically,  so  that 
they  are  not  likely  to  have  to  enter  the  market  for  very 
great  sums. 

“The  railroads  have,  comparatively  speaking,  little  refund- 
ing to  do  this  year — unless  conditions  should  permit  the 
refunding  by  public  issues  of  amounts  due  to  the  United 
States  Government.  New  railroad  financing  is  likely  to  be 
principally  to  pay  for  the  purchase  of  equipment,  as  UNDER 
THE  CONDITIONS  NOW  SURROUNDING  THE 
RAILROADS  THERE  IS  NO  INDUCEMENT  FOR 
NEW  CONSTRUCTION,  as  is  evidenced  by  the  fact  that 
for  a considerable  period  many  of  our  railroad  systems  have 
been  able  to  earn  their  fixed  charges  only  by  reducing  to 
a minimum  their  expenditures  for  maintenance. 

“These  conditions,  which  are  well  known,  have  led  the 
investor  to  pick  his  railway  investments  very  carefully,  so 
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that  the  bonds  of  some  companies  sell  at  yields  comparing 
very  favorably  with  municipal  and  government  bonds,  while 
other  roads  would  find  it  difficult,  if  not  impossible,  to  raise 
any  large  sums.” 

Q.  You  said  a little  while  ago  that  this  is  the  best  bond 
market  you  ever  encountered.  What  about  the  stock  market? 

Is  it  a good  stock  market  for  railroad  stocks? 

A.  No;  it  is  a very  poor  market  for  railroad  stocks.  The 
transactions  and  the  fluctuations  are  all  done  on  comparatively 
small  dealings.  When  I say  it  is  a poor  market,  I mean  that 
it  would  be  a poor  market  for  any  large  block  of  stock. 

Q.  You  estimate  that  two-thirds  of  the  value  of  the  prop- 
erties is  now  covered  by  bond  issues.  Will  it  be  possible 
for  the  railroads  to  continue  to  raise  their  finances,  as  needed, 
by  the  sale  of  bonds,  or  will  they  also  have  to  sell  stocks? 

A.  They  certainly  should  sell  stocks.  As  to  the  bonds  which 
they  will  have  to  sell  for  extensions  of  their  present  lines  and 
improvements  thereon,  they  will  naturally  have  to  rely  upon 
junior  bonds  or  shares.  As  to  refunding,  very  often  there  have 
been  parts  of  old  mortgage  bond  issues  reserved  to  take  them 
up.  That  makes  it  comparatively  easy  when  such  is  the  case. 

Q.  To  the  extent  that  they  would  have  to  go  into  the  market 
and  realize  on  other  securities  than  bonds,  would  the  testimony 
you  have  given  as  to  bonds  also  apply  to  that  money? 

A.  Yes. 

Q.  What  is  the  current  cost  to  the  railroads  for  money? 

The  Witness:  I have  here  a statement,  which  I prepared  for 
my  own  guidance,  as  to  the  prices  at  which  some  of  the  shares 
of  the  better  known  railroads  have  recently  been  selling.  These 
prices,  of  course,  do  not  take  into  account  the  effect  that  there 
would  be  on  the  market  by  the  offering  of  a large  additional 
amount;  but  they  are  interesting  in  showing  how  the  investor 
or  the  speculator — because  to  a great  extent  shares  are  bought 
by  the  speculators — differentiates  between  various  companies. 

“The  Atchison,  which  is  only  paying  6 per  cent,  but  where 
there  is  a feeling  on  the  part  of  investors  that  they  at  least 
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have  a better  prospect  of  getting  more  than  less,  sells  at  6l/s 
dividend  yield. 

“The  Chicago  & Northwestern  is  now  selling  on  almost 
an  8 per  cent  yield. 

“The  Delaware  & Hudson  is  selling  on  an  8.34  per  cent 
yield. 

“The  Great  Northern  yields  9 y2  per  cent. 

“The  Illinois  Central — and  I consider  the  Illinois  Central 
quite  typical  when  one  tries  to  get  an  average — pays  a 
dividend  of  7 per  cent,  and  with  the  stock  selling  at  102 
yields  6%  per  cent.”  (The  witness  cited  several  other 
examples.) 

Few  Railroads  Are  Able  To  Sell  Stock— What  It  Means 

Q.  (By  Commissioner  Lewis)  : Now,  take,  for  example,  the 

“Clover  Leaf,”  which  is  an  unfavorably  known  railroad.  Those 
others  are  all  favorably  known.  Take  the  Wabash,  the 
‘ 1 Katy,  ’ ’ the  Clover  Leaf,  the  Missouri  Pacific,  or  some  of 
those  other  lines.  What  would  be  the  case  there  as  to  the  cost 
of  getting  money? 

A.  Unless  conditions  were  greatly  to  improve  by  larger 
earnings  under  more  normal  conditions,  THEY  SIMPLY 
COULD  NOT  CONSIDER  SELLING  SHARES. 

Q.  What  does  it  cost  the  railroads;  that  is,  what  is  the 
range  for  getting  money  on  funded  securities? 

A.  From  5^4  per  cent  for  very  high  class  securities  to  7^4 
or  1%  per  cent  for  the  junior  securities.  I think  the  Southern 
Railway  bonds  just  issued  afford  a very  good  type  of  illustra- 
tion of  what  a larger  amount  of  money  on  a junior  security 
would  cost. 

WHEN  IT  GETS  TO  A LARGER  RETURN  THAN  THAT, 
IT  IS  SIMPLY  A SIGN  OF  LACK  OF  CONFIDENCE,  AND 
THE  MAKING  OF  THE  RATE  LOWER  DOES  NOT  SELL 
THE  SECURITIES.  They  can  either  be  sold  at  that  rate  or 
thereabouts  or  cannot  be  sold  at  all. 

Q.  There  is  still  a third  way  of  getting  money  by  the  rail- 
roads,— borrowing,  principally  evidenced  by  short-time  notes. 
What  rate  would  they  have  to  pay  on  such  securities? 

A.  Short-time  money,  excepting  money  for  a few  months  for 
commercial  purposes,  is  not  only  not  a popular  form  of  invest- 


26 


Does  the  Public  Interest  Require? 


ment  from  the  small  investor’s  standpoint,  who  wants  to  secure 
for  himself  an  investment  for  a longer  period,  BUT  IT  IS  A 
VERY  BAD  THING  FOR  THE  RAILROADS  TO  DO,  be- 
cause short-time  financing  should  only  be  used  for  commercial 
purposes,  where  the  need  for  the  money  is  estimated  to  end 
at  or  about  the  maturity  of  the  security.  But  to  build  new 
railroads  on  short-time  borrowing  might  be  very  disastrous. 

Q.  I am  not  speaking  necessarily  about  building  railroads, 
but  of  financing  to  meet  the  needs  of  the  railroads.  Some- 
times they  have  to  get  money  in  a hurry  to  meet  the  situation. 

A.  I would  answer  your  question  this  way:  that  the  relative 
cost  of  short-time  money  depends,  of  course,  upon  the  money 
market  at  the  time.  In  the  case  of  the  weaker  roads  there 
would  be  much  less  possibility  of  selling  short-time  securities 
than  of  selling  longer  ones,  because  the  investor  would  be  very 
much  worried  as  to  the  ability  of  the  company  to  pay  at  ma- 
turity. I think  the  best  evidence  is  the  equipment  trust  notes 
which  the  Government  now  has  to  sell.  They  range  in  maturity 
from  about  one  year  to  thirteen  years.  They  have  been  taken 
from  the  Government  at  par  and  sold  on  a 5.80  basis. 

Q.  (By  Mr.  Thorne) : Your  comment  about  the  market 

being  poor  for  railroad  stocks  applies  to  these  other  stocks  as 
well? 

A.  Oh,  yes. 

Q.  Take  the  better  known  and  larger  industrials  of  the 
country,  consider  the  range  of  dividends  that  they  are  paying 
and  what  is  known  about  them.  What  stocks  are  selling  at  a 
better  [lower]  yield  than  6 per  cent? 

A.  I do  not  know  of  any,  and  I hope  I did  not  give  the  im- 
pression that  railroad  stocks  were  selling  any  worse  than  those 
of  other  companies.  The  point  which  I intended  to  make,  and 
which  I thought  was  the  subject  of  the  question,  was  the  yield 
that  it  might  be  necessary  for  the  railroads  to  be  permitted  to 
earn  so  as  to  be  able  to  take  advantage  of  present  conditions 
to  finance  by  the  sale  of  shares. 

No  Large  Sales  cf  New  Stock  For  Many  Years 

Q.  (By  Commissioner  Mall) : Mr.  Hanauer,  how  much  back 
must  one  go  to  find  a market  for  new  railroad  shares,  approxi- 
mately? 
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A.  Oh,  it  is  a considerable  distance,  really.  The  last  large 
issue  in  my  recollection  was  when  the  Southern  Pacific  sold  a 
preferred  issue,  which  has  since  been  retired  and  which  was 
mostly  converted  into  common.  That  was,  I think,  in  1907. 
It  is  a good  many  years  ago. 

Q.  (By  Com/tnissioner  Lewis ) : In  the  light  of  your  state- 

ment that  there  had  not  been  any  funding  of  railroad  needs 
by  stock  issues  since  1907 — I mean,  any  considerable  one — and 
that  that  was  only  by  preferred  stock  issue,  do  you  draw  the 
conclusion  that  all  the  financing  of  railroad  needs  since  1907 
has  been  done  entirely  through  funded  obligations? 

A.  Through  funded  obligations  and  such  part  of  the  surplus 
earnings  not  paid  out  in  dividends,  which  some  of  the  better 
situated  companies  have  been  able  to  use  for  that  purpose. 

Q.  How  long  has  it  been  since  there  has  been  any  consider- 
able financing  of  railroad  needs  by  common  stock  issues? 

A.  Leaving  out  of  consideration  any  shares  which  were  sold 
in  reorganizations,  more  or  less  as  an  assessment  upon  the  old 
shareholders,  it  is  so  long  ago  that  I cannot  really  state.  It  is 
many,  many  years  ago.  Some  of  the  shares  now  outstanding 
represent  convertible  bonds,  which  were  originally  issued  and 
have  since  been  converted;  but,  as  to  a direct  sale  of  stock  in 
the  first  instance,  it  has  been  so  many  years  ago  that  I would 
not  like  to  hazard  a guess  as  to  the  date. 

Q.  Can  this  policy  of  financing  the  needs  of  the  transporta- 
tion facilities  of  the  country  be  continued  indefinitely? 

A.  IT  CERTAINLY  CANNOT,  IF  YOU  WANT  THEM 
TO  PROVIDE  PROPER  FACILITIES. 

Q.  What  effect  will  a continuance  of  such  policy  have  on 
the  prices  or  rates  of  interest  which  it  will  be  necessary  to  pay 
on  funded  obligations?  Will  it  increase  that  rate  of  interest? 

A.  Naturally,  because  the  smaller  the  equity  behind  an  in- 
vestment, the  less  confidence  there  is  in  it,  and,  therefore,  the 
higher  return  the  investor  will  expect. 
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Q.  Is  the  ratio  of  bonds  to  stocks— the  relation — too  high? 

A.  The  relation  of  the  outstanding  securities  to  stock  now 
I do  not  believe  is  too  high.  The  ratio  of  stocks,  of  course,  to 
the  entire  value  is  getting  smaller  and  smaller  all  the  time. 
THE  DIFFICULTY  WITH  THE  PRESENT  SITUATION 
IS  THE  RELATION  OF  THE  NET  AVAILABLE  EARN- 
INGS NECESSARY  TO  PAY  INTEREST  CHARGES  ON 
BONDS,  AS  AGAINST  THE  BALANCE  LEFT  AFTER 
THAT. 

Q.  Is  it  wise,  in  your  opinion,  to  finance  carriers  hereafter 
through  stock  sales  or  to  go  on  borrowing  more  money? 

A.  I think  it  would  be  very  wise,  if  the  carriers  were  able 
to  do  so,  to  finance  a very  considerable  portion  by  stock,  be- 
cause that  would  make  it  easier  for  them  to  get  over  the  lean 
periods. 

Q.  That  would  imply  that  you  would  have  to  induce 
an  investor  to  invest  his  earnings  in  these  securities.  What 
other  method  of  inducement  is  there,  save  through  the  rates? 

A.  THERE  IS  NO  OTHER  INDUCEMENT  THAN  SUF- 
FICIENT EARNINGS,  made  as  stable  as  possible,  and  the 
right  to  earn  large  profits,  as  large  as  he  possibly  can,  under 
the  regulations  which  this  Commission  sets,  getting  the  full 
benefits  of  good  management,  economies,  the  fact  that  his 
particular  property  was  well  conceived,  honestly  constructed, 
fortunately  financed  at  a time  when  money  was  low,  or  any  other 
advantage  which  he  may  have. 

Commissioner  Hall:  The  witness  is  excused. 
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